IJ-LLL-   Xi'JLl  I 


~    UMASS/AMHERST 


31EDt»t,DlbHt.03fl5 


GLORIA  C.  LARSON 

SECRETARY 


•  The  Commonwealth  Of  Massachusetts 

Executive  Office  of  Consumer  Affairs 

Division  Of  Insurance 

280  Friend  Street.  Boston.  02 11 A 
(617)727-7189 


kay  DOUGH-GOVERNMENT  DOCUMENTS 

COLLECTION 


COMMISSIONER 


NOV  1  7  1998 

University  of  Massachusetts 
Depository  Copy 


OPINION,  FINDING  AND  ORDER 


RELATIVE  TO  RATING  TERRITORIES 


AND  CLASSIFICATIONS 


FOR  AUTOMOBILE  INSURANCE  FOR  1993 


July  22,  1992 


Docket  Number  G92-19 


Pursuant  to  General  Laws,  chapter  175A,  chapter  L75E  and 
section  113B  of  chapter  175,  the  Commissioner  of  Insurance 
("Commissioner")  must  establish  fair  and  reasonable 
classifications  of  risk  for  motor  vehicle  insurance,  including 
a  classification  of  risks  which  shall  include  a  designation  of 
not  less  than  15  rating  territories.   After  publication  of 
notice,  a  public  hearing  was  held  over  two  days,  on  May  29  and 
June  11,  1992,.  for  the  purpose  of  defining  and  establishing 
territories  for  1993. 

Three  parties  participated  in  the  hearing.   The  Automobile 
Insurers  Bureau  of  Massachusetts  ("AIB")  was  represented  by 
Michael  B.  Meyer;  the  Attorney  General  ("AG")  by  Pablo  Landrau; 
and  the  State  Rating  Bureau  of  the  Division  of  Insurance 
("SRB")  by  Anthony  Scavongelli.   State  Senators  Linda  J. 
Melconian  and  Brian  P.  Lees  submitted  written  statements. 

Since  1984,  the  Commonwealth  has  been  divided  into  26 
rating  territories.   Territories  1  through  16  comprise  all  of 
the  state's  cities  and  towns  except  Boston.   Territories  17 
through  26  consist  of  the  Boston  subdivisions. 

This  year,  the  AIB  presents  a  territorial  configuration 
for  1993  which  increases  the  number  of  territories  from  26  to 
30.   Specifically,  the  AIB  divides  territory  one,  which 
includes  approximately  20  percent  of  the  state's  cities  and 
towns,  into  3  territories  --  1A,  IB,  and  1C;  and  creates  two 
new  territories  —  13A,  for  the  City  of  Springfield;  and  13B, 
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consisting  of  Lowell  and  Somerville.  The  SRD  is  opposed,  based 
on  this  record,  to  the  creation  of  additional  rating 
territories;  the  AG  takes  no  position  on  the  issue. 

The  method  used  for  assigning  towns  to  territories 
involves  three  major  steps:   (1)  the  construction  of  a  town 
index  ranking  the  relative  loss  potential  of  each  town,  (2)  the 
grouping  of  towns  with  similar  loss- potential  into  territories, 
and  (3)  the  capping  of  certain  town  reassignments  into  new 
territories  to  avoid  excessive  rate  increases.   In  calculating 
the  towns'  combined  index  values  in  order  to  construct  the  town 
index,  the  AIB  follows  the  method  used  in  the  most  recent 
territorial  reassignment,  with  one  minor  modification,  to  which 
neither  the  SRB  nor  the  AG  objects. 

The  starting  point  for  the  calculation  of  the  town  index 
is  the  actual  experience  —  claim  frequency  and  average  claim 
cost  —  of  the  vehicles  insured  in  each  town.   The  actual  claim 
frequency  by  coverage  of  each  town  is  used  to  the  extent 
credible.   For  many  small  towns,  however,  this  actual  claim 
frequency  may  be  erratic  and  therefore  cannot  be  considered 
credible  for  the  purpose  of  predicting  future  claim  frequency. 
Any  such  instability  in  the  actual  data  by  town  or  by  coverage 
is  accommodated  and  counteracted  by  credibility  weighting  the 
actual  claim  frequencies  against  model  claim  frequencies;  the 
parameters  of  the  model  and  the  calibration  of  the  credibility 
function  are  based  on  an  analysis  of  patterns  and  variations  in 
claim  frequency  across  towns  and  years. 
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For  at  least  the  Last  ten  years,  all  the  towns  with  a 
combined  index  below  the  upper  limit  for  territory  one  have 
been  kept  in  territory  one.   The  main  reason  advanced  by  the 
AIB  for  its  proposal  to  partition  territory  one  is  the  wide 
range  of  combined  indices  that  would  remain  in  an  unpartitioned 
territory  one,  from  0.4487  to  0.6644.   The  AIB  contends 
generally  that  if  the  six  percent  splitting  algorithm  is  good 
enough  to  separate  the  other  seven  better-than-average 
territories  from  one  another  (territories  two  through  eight, 
with  combined  indices  ranging  roughly  from  0.66  to  1.00),  then 
it  is  equally  useful  and  appropriate  for  continued  use, 
tempered  by  judgment,  below  a  combined  index  level  of 
approximately  0.66  to  separate  territory  one  into  three  new 
territories.   The  AIB  also  contends  that  splitting  territory 
one  into  three  new  territories  will  substantially  improve 
pricing  accuracy  and  substantially  reduce  the  current  levels  of 
cross-subsidization  in  territory  one. 

With  respect  to  the  proposed  creation  of  territories  13A 
and  13B,  the  AIB  states  that  its  recommendation  (1)  isolates 
Springfield,  whose  combined  index  value  of  1.6323  is,  in  the 
AIB's  view,  "well  outside"  the  combined  index  range  of  both 
territories  13  and  14;  (2)  groups  Lowell  and  Somerville 
together,  whose  combined  index  values  of  1.4090  and  1.4354,  it 
believes,  fit  well  together  and  fit  poorly  with  either  of  its 
recommended  territories  13  or  14;  and  (3)  groups  Winthrop, 
Hull,  New  Bedford  and  Maiden  together,  whose  combined  index 
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The  AIB's  proposal  to  create  new  territories  raises  once 
again  the  long-standing  conflict  between  the  SRB  and  the 
insurance  industry  over  responsiveness  versus  stability  in  our 
territorial  assignment  process.   The  most  stable  system  would 
be  one  in  which  territory  assignments  were  permanent;  the  most 
responsive  system  would  be  one  in  which  territory  assignments 
were  changed  every  year  based  on  each  town's  latest  year  of 
data,  without  the  use  of  credibility  or  capping.   Both  parties' 
actuaries,  Laura  Manley  for  the  AIB  and  Robert  MacNicholl  for 
the  SRB,  agree  that  neither  extreme  is  reasonable;  our  system 
relies  on  a  balance  between  the  two  conflicting  goals. 

The  SRB  opts  for  stability  over  responsiveness  and 
generally  opposes  the  creation  of  territories  which  have 
relatively  few  exposures.   Mr.  MacNicholl  explained  that 
territories  with  a  greater  number  of  exposures  would  be 
expected  to  have  more  stable  experience  relative  to  the 
statewide  experience  from  year  to  year.   In  addition,  the 
experience  from  the  territories  with  greater  numbers  of 
exposures  is  generally  given  greater  credibility  weight  in 
determining  rate  relativities  under  the  current  methodology. 
Therefore  the  territory  rates  are  more  reflective  of  the  actual 
territory  experience. 

Under  the  AIB's  proposal,  Mr.  MacNicholl  testified,  there 
would  be  a  dilution  of  the  total  territory  one  exposure  into 
three  relatively  small  territories.   Only  territories  in  large 
urban  areas  currently  have  as  few  exposures  as  territories  1A 
and  IB  would  have  if  the  AIB's  proposal  is  adopted. 
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competitive  eating  were  adopted. 

The  AIB's  primary  intent  in  separating  Springfield, 
Somerville  and  Lowell  into  new  territories  is  to  end  up  with 
relatively  homogeneous  territories;  that  is,  territories  which 
have  towns  with  similar  inherent  pure  premiums.   However,  as 
Mr.  MacNicholl  testified,  if  Springfield  were  placed  in 
territory  14  for  1993,  the  combined  index  differential  for  that 
territory  would  be  in  line  with  the  percentage  differentials 
that  exist  in  territories  11  and  16. 

The  AIB's  proposal  to  isolate  Springfield  follows  the 
method  used  to  isolate  Lawrence  four  years  ago.   Mr.  MacNicholl 
pointed  out,  however,  that  the  circumstances  which  led  to  the 
isolation  of  Lawrence  into  its  own  territory  are  completely 
different  from  those  surrounding  Springfield  this  year. 
Lawrence  had  a  combined  index  of  2.0596  at  that  time.   The  only 
town  in  the  state  that  had  an  index  anywhere  near  that 
magnitude,  other  than  some  of  the  Boston  subdivisions,  was 
Chelsea,  with  an  index  of  2.0089.   No  party  proposed  moving 
Lawrence  up  three  territories  to  territory  16.   That  decision 
placed  Lawrence  by  itself  in  its  own  territory,  a  placement 
further  substantiated  by  Lawrence's  index  for  1991  territories, 
which  had  risen  to  2.3795,  in  the  range  of  only  the  highest 
index  Boston  subdivisions. 

While  recognizing  the  importance  of  accuracy  and 
responsiveness  in  our  territorial  assignment  process,  we  have, 
in  our  past  analyses  and  decisions,  placed  heavy  emphasis  on 
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to  have  loss  experience  significantly  different  from  the 
remainder  of  the  region. 

I  also  have  concerns  about  drawing  narrower  and  narrower 
groupings  of  towns  and  about  the  precedential  impact  of 
isolating  towns  into  separate  territories  whenever  the  data 
show  deviation  from  a  perfect  fit  within  our  structure.   Four 
years  ago,  Lawrence  was  placed  in  its  own  territory;  two  years 
ago,  the  industry  proposed  isolating  Chelsea  and  Revere;  this 
year,  it  is  Springfield,  and  Lowell  and  Somerville.   I  am 
disturbed  by  an  apparent  trend  of  trying  to  tailor  the  system 
to  fit  an  ever-changing  universe  by  making  constant  exceptions 
of  towns  that  do  not  fit  perfectly. 

In  sum,  I  am  unconvinced  that  there  is  sufficient  added 
responsiveness  under  the  AIB's  proposal  to  offset  the  added 
instability,  and  do  not  find  it  unfair  to  keep  territories  one 
and  13  intact.   Territory  one  covers  a  larger  span  of  indices 
than  do  the  other  territories.   However,  this  is  an  acceptable, 
and  not  unfair,  span  in  my  view.   Towns  in  territory  one  are 
the  lowest  rated  towns  in  the  Commonwealth,  and  our  system 
includes  various  subsidizations  in  an  effort  to  spread  the 
costs  of  automobile  insurance  and  make  it  affordable  to  all 
drivers.   With  respect  to  territories  13  and  14,  contrary  to 
the  AIB's  arguments,  the  indices  of  the  towns  involved  are  not 
so  out-of-line  with  each  other  as  to  cause  any  inherent 
unfairness  in  grouping  the  towns  together. 

Therefore,  for  1993,  the  AIB's  recommended  territorial 
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territories.   The  other  parties  do  not  object  to  these  caps  and 
they  are  the  same  as  has  been  used  in  the  past.   We  will 
continue  to  use  the  caps,  as  recommended  by  the  AIB. 

The  AIB  recommends  that  1994  assignments  also  be 
established  this  year  by  allowing  towns  capped  in  1993  to  move 
one  more  territory  in  1994.   It  argues  that  its  recommendation 
would  produce  substantially  more  homogeneous  territories,  and 
would  reduce  concerns  about  rate  changes  and  rate  caps  in  the 
future,  as  more  homogeneous  territories  would  generate  less 
problems  of  rate  continuity  in  the  future.   In  its  view, 
concerns  about  stability,  while  an  important  and  valid 
ratemaking  criterion,  are  outweighed  by  other  important  and 
valid  ratemaking  criteria  (responsiveness,  homogeneity, 
avoiding  discrimination  and  accuracy) .   It  also  finds  unlikely 
that  unacceptable  levels  of  confusion  or  any  loss  of  public 
confidence  would  occur  from  a  small  number  of  1994 
reassignments,  when  the  parties  agree  that  large  number  of  1993 
reassignments  is  entirely  acceptable. 

The  SRB  recommends  no  town  movement  for  1994,  citing  again 
to  the  issue  of  stability  versus  responsiveness.   It  "strongly 
believes"  that  the  current  biennial  movement  has  the  correct 
balance  of  stability  and  responsiveness.  • 

The  AG  also  opposes  any  movements  for  1994,  also  citing 
concerns  of  stability,  and  recommends  that  we  continue  to 
follow  the  "longstanding  methodology"  which  reviews  territorial 
assignments  every  other  year.   He  believes  that,  given  the 
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The  AIB ' s  proposal  to  move  capped  territories  in  the 
off-year  is  not  new  and  the  arguments  for  and  against  such  move 
are  also  not  new.   The  record  this  year  adds  little  to  the 
debate  but  also  presents  no  reason  to  deviate  from  the  current 
practice  of  biennial  reassignments  or  to  strike  a  different 
balance  in  the  responsiveness-versus-stability  controversy. 
Thus,  following  our  recent  decisions,  towns  will  not  be 
reassigned  for  1994  and  the  1993  territories  shall  remain  in 
effect  for  1994. 

This  decision  has  been  affirmed  by  the  Commissioner  of 
Insurance.   Any  person  or  organization  aggrieved  by  any  part  of 
this  decision  may,  within  twenty  days  from  this  date,  file  a 
petition  for  review  by  the  Supreme  Judicial  Court  as  provided 
in  Section  113B  of  Chapter  175  of  the  Massachusetts  General 
Laws. 

This  decision  has  been  filed  this  22nd  day  of  July  1992  in 
the  Office  of  the  Commissioner  of  Insurance  and  with  the 
Secretary  of  State  as  a  public  document. 
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Suz§nne  F.  Sheats 
Presiding  Officer 
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